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I . INTRODUCTION 

A. BACKGROUND 

The Military has recently suffered from many problems. Of 
these, shrinking resources and increasing workload have 
stretched manpower to its limits. The Military now has 
problems staffing its financial offices adequately enough to 
insure quality work. In addition, the Department of Defense 
(DoD) budget is coming under increasing scrutiny and is 
constantly being shrunk to accommodate other national needs. 
Fewer financial managers are being asked to do more with fewer 
dollars . 

Military finance is currently going through an evolution 
to solve its many problems. One of the needs is to continue 
and build upon the education of its financial managers. Of 
the many programs employed to accomplish this, one is the 
Financial Management (837) program at the Naval Postgraduate 
School. This program provides financial managers with 
training in Financial Management, a specialty code, and a 
Masters Degree. The instructors and students at the Naval 
Postgraduate School have a need for information relevant to 
the Department of the Navy (DoN) / Department of Defense (DoD) 
financial account ing/reporting systems. 
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B. OBJECTIVE OF THE RESEARCH 



The objective of this thesis is to assist financial 
management students at the Naval Postgraduate School to relate 
the concepts learned in Financial Accounting (MN2150) and 
Financial Reporting and Analysis (MN4159) to the real world of 
DoN/DoD financial management. To accomplish the objective 
this thesis identifies basic financial accounting/reporting 
concepts broadly relevant to all organizational 
accounting/reporting systems, identifies specific DoN/DoD 
applications of those concepts, and documents the relevance of 
the concepts to DoN/DoD practice in a series of essays. 

C. ORGANIZATION OF THE THESIS 

The main thrust of this thesis is to document links 
between basic accounting/reporting theories taught in the 
classroom and that of DoN/DoD. First, this thesis identifies 
the DoN/DoD financial account ing/report ing systems or 
practices where the basic concepts come into play. Second, 
this thesis documents the link, explaining the relevance of 
the concept to the operation of the DoN/DoD system or 
practice. These stated goals are satisfied through a series 
of short essays designed for use in MN2150 or MN4159 classes. 
The areas of coverage include; 

1. Financial Reporting 

2. Ratio Analysis for a Ships Store 

3. Timing "ssues 
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4. Inventory Accounting and Standard Pricing 

5. Depreciation 

6. Proprietary versus Fund Accounting 

7. Assets Valuation and Write Offs 

8 . Present Value 

9. Liability Valuation 

Essays related to each of these are contained in 
Apppendices . 

D . RESEARCH METHODOLOGY 

The idea for this research was generated by Professor 
Douglas Moses to fill a void in Naval Postgraduate School 
financial accounting courses. Commercially availible teaching 
material focuses on private sector corporate accounting and is 
not oriented to DoN/DoD accounting systems or problems. Hence 
a question is often raised: How do these corporate accounting 

concepts apply to DoN/DoD? To answer this question, a 
decision was made to develop a series of short essays designed 
to link traditional teaching material ot the world of DoN/DoD. 
Upon the two of us meeting we discussed possible topics for 
essays in this thesis. The list provided in section C of this 
chapter shows the final topics decided upon. 

An initial tentative list of accounting concepts, around 
which essays would be developed was decided upon prior to my 
participating in Professor Moses' MN4159 class. During the 
class we discussed the Corporate Accounting applications of 
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these accounting concepts. As part of this thesis and the 
course requirements, four other students and myself attempted 
to identify DoN/DoD applications of the concepts. 

After the course, I proceeded with refining and developing 
the essay topics, working with CDR Kalmar to ensure the 
accruacy of the information, then working with Professor Moses 
to smooth out the essays into both presentable form and laymen 
terminology . 

The plan for this research was to utilize both field and 
archival research methods . Field research was engaged in to 
allow the researcher to personally observe the real world 
DoN/DoD accounting/reporting systems. Included in this 
approach was the use of personal interviews with DoN/DoD 
financial managers. 

The bulk of the research was performed using the Archival 
method. This approach was utilized to review documents and 
regulations that are currently available. A complete list of 
the documents reviewed is listed below. 

1. Clyde P. Stickney, Roman L. Weil and Sidney Davidson 
Financial Accounting: An Introduction to Concepts, 
M ethods . and Uses 6th ed. 

2. Eaward B. Deakin and Michael W. Maher Cost Accounting 
3rd ed. 

3. John W. Buckley, Marlene H. Buckley and Hung-Fu Chiang 
Research Methodology & Business Decisions 

4 . Department of the Navy, Navy Comptroller Manuals. 
Volumes 1-8 . NAVSO P-1000. 

5. Practical Comptrollership , Naval Postgraduate School, 
Monterey, California. 



4 



6. SECNAVINST 7000. 14A, 14 MAR 1973, Subject: Economic 

Analysis and Program Evaluation For Resource 
Management . 

7. Department of the Navy, Bureau of Medicine and 
Surgery, Equipment Managers Manual , NAVMED P-5132. 

8. Anderson, John, LT, SC, USN, "Withdrawal from Subic..: 
A Restructuring of WESTPAC Supply, The Navy Supply 
Corps Newsletter . Volume 55, No. 4, July/August 1992. 

9. Excerps from a Congressional Research Service review 
of ship's store operations conducted in May 1991 and 
figures from FY-91 operations. 

10. Operations Managers for ship's store operations stated 

the most important ratios indicating a ship's stores 
health are gross margin and stock turn. Mr. W.L. 
Moore, Code SS01, Operations Managers for Ships Store 
Operation, Stanton Island, New York, Phone (718) 390- 

3840, 31 August 1992. 

11. Figures were extracted from Moody's Industrial Manual 
and ships store operation analysis summaries. 

12 . A Glossary of Terms Used in the Federal Budget Process 
United States General Accounting Office, Revised 
January 1993 . 



E . PROBLEMS ENCOUNTERED 

As noted in the background section, there is a rapidly 
changing environment that the financial manager must perform 
within. This created the research problem of changing rules 
and regulations during the writing of the essays. The biggest 
influence upon the research was the continuing development of 
the Defense Business Operations Fund (DBOF) . To this date the 
only published document available to this researcher for 
review is the DEFENSE BUSINESS OPERATIONS FUND IMPLEMENTATION 
PLAN , dated March 01, 1992. 
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The appropriate revisions have been incorporated into the 
essays. However, DBOF is still in its initial planning and 
development stages. As the changes firm themselves up, the 
appropriate changes will need to be incorporated into the 
essays . 

F. FUTURE PROJECT SUGGESTIONS 

To help assist students and instructors further it is 
highly recommended that followup studies be conducted to write 
essays covering areas not included in this thesis. Possible 
topic titles include: 

1 . Direct and Indirect Labor 

2. Labor Fringe Benefits 

3. Actual Costs vs. Applied Costs 

4. Overhead Application Rates 

5. Budgeting 

6 . Standard Cost Systems 

7. Leasing Options 

8 . Capital Investments 

A follcv:up study should be performed to update the current 
essays contained in this thesis. As changes to DBOF and DoD 
accounting systems constantly occur, the information in these 
essays will become outdated. 
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APPENDIX A 



A. DEPRECIATION 

1 . DEFINITION 

Within the Department of the Navy, depreciation is 
defined as the decline in tangible capital asset value of an 
item due to the wear and tear, age, inadequacy, and 
obsolescence of the item, but without a loss of its substance. 
Depreciation is the portion of cost calculated to have expired 
for any accounting period. 1 

2 . CONTEXT 

Depreciation accounting is primarily of importance to 
Navy Industrial Fund (NIF) activities. Navy industrial 
activities include the majority of the Navy's depot 
maintenance facilities such as shipyards, air depots and 
ordnance facilities. Public works centers, research 

facilities, the Military Sealift Command (MSC) , data 
automation centers and printing facilities are also Navy 
industrial activities. These activities are funded by a 
revolving fund. The activities keep accounts much like a 
private business does, except that these activities budget to 



department of the Navy, Navy Comptroller Manual, Volume 3 . 
Chapter 6, pp . 119-121, Jan 1992 
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break even. Costs are billed out to customers (direct and 
indirect) , and in theory, provide for reimbursement of the 
total operating costs incurred. 2 

3 . PURPOSE 

Unlike the civilian application, where its usage has 
various tax-related ramifications, the Navy accounts for and 
uses depreciation for much different purposes. The Navy 
accounts for depreciation on a memorandum basis. That is, 
depreciation is considered a cost of production that is only 
used to determine the total cost of work in producing a 
product or service. A portion of the depreciation included in 
total costs is applied to each Naval Industrial Fund customer 
order for work or services performed for activities outside of 
the Department of the Navy as a means of recovering these 
costs . 3 

Depreciation is currently used only by Navy industrial 
activities. These activities are allowed to compute 
depreciation on buildings, other structures, utilities, and 
industrial plant equipment. A non- industrial activity doing 
work for a non-Navy activity would not charge depreciation in 
its cost. 



Practical Comotrollership . Naval Postgraduate School, 
Monterey, California. 

department of the Navy, Navy Comptroller Manual. Volume 3 , 
Chapter 6, pp . 119-121, Jan 1992 
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4 . CALCULATIONS 



Like private sector corporations, depreciation 
calculations in the Navy rely on conventions and assumptions 
regarding life and value. The next few paragraphs discuss 
these . 

a. Scrap Value 

Depreciation of an asset is based upon its total 
original cost of acquisition in the Navy definition. Scrap or 
salvage value is not considered in the calculation because the 
Navy obviously does not have to consider the tax implications 
of depreciation. 

b. Method 

The Navy utilizes the straight-line method of 
depreciation based upon the estimated life of the asset. 4 

c. Date of Acquisition 

The Navy has two methods of determining when it 
begins to accrue and recognize depreciation of a plant asset. 
One is when the Navy is in "normal" peacetime operations, the 
other is when there is a period of very rapid expansion or 
contraction. During normal operations, all industrial plant 
equipment is assumed to have been acquired on 1 October of the 
fiscal year following the actual date of acquisition. The 
amount of monthly depreciation for an asset is computed 

department of the Navy, Navy Comptroller Manual. Volume 3 , 
Chapter 6, pp . 119-121, Jan 1992 
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annually on 1 October for the entire fiscal year. In other 
words, an asset can be acquired anytime during the previous 
fiscal year and it will not begin to be depreciated until the 
beginning of the next fiscal year. During periods of rapid 
expansion or contraction, the method used in normal operations 
may result in the understatement (expansion) or overstatement 
(contraction) of depreciation if the previous assumption that 
all Navy industrial plant equipment acquisitions occur and 
begin to depreciate on 1 October. In periods of rapid 
expansion or contraction, the Defense Finance and Accounting 
Service (DFAS) will issue an opinion, on a case by case basis, 
that an industrial activity requires more frequent 
depreciation calculations, accrual, and expending in order to 
prevent over/under-statement of depreciation and its 
subsequent adverse effect upon the total costs charged to 
customer orders." 

d. Life 

The Navy utilizes a standard table which provides 
the estimated lives of various types of industrial plant 
assets in order to ensure a standard time length of estimated 
asset life in determining the straight-line depreciation 
schedule for the asset. Industrial activities may be allowed 
to shorten the length of estimated life for an asset as shown 



department of the Navy, Navy Comptroller Manual , Volume 3 . 
Chapter 6, pp . 119-121, Jan 1992 
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in the tables. They may not, however, lengthen asset lives 
without approval, nor depreciate more than the current book 
value of the asset at the time the length of its estimated 
life is changed. In other words, whenever estimated asset 
life for depreciation purposes is changed, a Navy industrial 
activity cannot over depreciate the asset as a result. 

e. Circumstances of Acquisition 

Navy industrial activities calculate depreciation 
depending upon the circumstances under which they acquire 
plant assets. The three most common circumstances are when 1) 
new plant equipment is acquired from a commercial source, 2) 
new or used plant equipment is received by one Navy or 
Department of Defense industrial activity from another, 3) new 
or used plant equipment is transferred from a DoD non- 
industrial activity to an industrial activity. 6 

When plant equipment is acquired from a commercial 
source, its rate of depreciation is determined by dividing its 
acquisition cost by the time length of its estimated useful 
life. 

When plant equipment is received by one industrial 
activity from another, depreciation varies based upon whether 
or not the estimated remaining life of the asset is changed by 
the receiving activity. If the estimated life is not changed. 



6 Department of the Navy, Navy Comptroller Manual, Volume 3 . 
Chapter 6, pp . 119-121, Jan 1992 
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then the un-depreciated cost of the asset is simply divided by 
the estimated remaining asset life in months to yield the 
monthly depreciation rate. If the estimated life is changed 
by the receiving activity, the un-depreciated cost is divided 
by the new estimated remaining life in months to yield a new 
monthly depreciation rate. 

Finally, when plant equipment is transferred from 
a non-industrial activity to an industrial activity, the 
depreciation calculations for the industrial activity become 
somewhat more complicated. First an assumed remaining 
undepreciated cost must be determined. To do this the number 
of months the asset would have been depreciated at an 
industrial activity if originally purchased by them is 
multiplied by the quotient of the original cost of the asset 
divided by the assets new estimated life in months. The 
product of this is the amount the asset would have been 
depreciated at an industrial activity. This amount is then 
subtracted from the original cost of the plant asset to yield 
the un-depreciated cost of the asset. Once the un-depreciated 
cost is determined, the asset can be depreciated using the 
normal straight-line method. 7 



7 Department of the Navy, Navy Comptroller Manual. Volume 3 , 
Chapter 6, pp . 1119-121, Jan 1992 
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5 . FUTURE 



A short word about the near- future use of depreciation 
in Department of Defense (DoD) accounting-- Under the Defense 
Business Operations Fund (DBOF) , depreciation will be 
considered an expense of all DBOF activities, not just 
industrial activities. Depreciation will be allocated to 
"outputs" or products that the activity "produces" and all 
"costs" will therefore be reflected in the unit prices charged 
to customers who require these products. Also under DBOF, any 
DoD acquisition costs normally capitalized by civilian 
businesses for assets such as buildings, other structures, 
utilities, and industrial plant equipment will be capitalized 
and depreciated. Their depreciation expenses will become an 
operating cost which will be charged against outputs/products. 
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APPENDIX B 



A. INVENTORY ACCOUNTING AND STANDARD PRICING 
1. DEFINITION 

In the Department of the Navy, the Navy Stock Fund is 
used to purchase and hold inventories of supply items. 
Inventory accounting and standard pricing is used to value the 
material and supply inventories of the Navy Stock Fund. 
Inventory accounting acts as a method of financial control 
over the receipt, issue, and pricing of these materials and 
supplies. 1 The method of standard pricing used in the Navy 
Stock Fund has little relation to any Generally accepted 
accounting principles (GAAP) . 

2 . PURPOSE 

One of the major purposes of inventory accounting is 
to allow the Navy to perpetually, determine its total 
investment in inventories and to be able to compile the value 
of this investment at any given time. This is used 
particularly for accountability reporting to the Executive and 
Legislative branches of the federal government. 

Navy stock points such as Naval Supply Centers/Depots 
are responsible for compiling and submitting financial 

: Department of the Navy, Navy Comptroller Manual. Volume 8 . 

Chapter 5, pp . 1-6, Dec 1991 
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inventory accounting reports to Defense Accounting Offices 
(DAOs) . This information is further compiled at the DAOs 
reporting up the chain-of -command including the above- 
mentioned federal government branches. 2 

3 . CONTEXT 

There are actually four different stock funds under 
the control of the DoD (the Army, Department of the Navy, Air 
Force, and the Defense Stock Funds managed by the Defense 
Logistic Agency (DLA) ) and another stock fund (outside DoD) 
which is managed by the General Services Administration (GSA) 
which provides support to Navy units. 

The Commander, Naval Supply Systems Command is tasked 
with the responsibility for administration and management of 
the Navy Stock Fund (NSF) . The Defense Logistic Agency has 
the procurement and supply management responsibility for a 
considerable number of high demand type items. In 1987, the 
Navy Stock Fund and the Marine Corps Stock Fund merged in the 
Department of the Navy Stock Fund (DONSF) . Even though they 
are part of the same fund, the allotment and inventory 
accounting systems are maintained separately at the operating 
level, the budget project level, and at the administering 
office levels (Naval Supply Systems and Commandant of the 



department of the Navy, Navy Comptroller Manual. Volume 8 , 
Chapter 5, pp . 1-6, Dec 1991 
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Marine Corps) . The two portions of the DONSF are combined at 
the Department level for reporting to higher levels . 3 

4. SETTING PRICES FOR INVENTORY 

The key mechanism in the Navy inventory accounting 
system is its inventory pricing policy. The Naval Supply 
Systems Command (NAVSUP) determines and promulgates pricing 
policy and criteria for inventory items managed within the 
Department of the Navy supply system. Basically, the use of 
standard net prices for repairables is a tool by which the 
Navy supply system accounts for, takes inventory of, or sells 



Stock Fund 





r 


Cash 




1 




i 


Commercial 

Suppliers 


Customers 


1 






1 


1 




Inventory 





DIR ECT APPROPRIATIONS 
* Expansion of Fund 
*Wartime Spares 



PRICING FA CTORS 

* Acquisition Cost 
^Transportation 
*Obsolensence 

* In ventory Loss 
*Inflation 

*Price Stabilization 
*Supply Operations 
Overhead at Supply 
Centers and ICFs 



Figure 1 Funding Flow of Stock Fund 



Practical Comotrollership , Naval Postgraduate School, 
Monterey, California 



16 



it's supply stocks. The objectives of the pricing policy are 
twofold: 1) to establish standard prices for the purpose of 
inventory accounting, and 2) to ensure no profit or loss 
occurs to the legislative appropriation funding of the DBOF 
(supply) . The Navy prices its stock items based upon 
acquisition cost, transportation costs, obsolescence, 
inventory loss, inflation, price stabilization, and the supply 
operations overhead at the supply centers and ICP's as shown 
in Figure 1 to maintain approximately the same real worth. 4 

Simply stated, prices used in Navy inventory 
accounting are determined by considering all the previously 
mentioned items. NAVSUP revises all prices annually on 1 
October and publishes updates monthly. 5 

Note how inventory valuation in the Navy Stock Fund 
differs from inventory valuation in the private, profit-making 
sector . 

In the private sector, GAAP requires valuation at 
cost . This serves a necessary purpose : in the private sector 
we need to measure profit and thus need to value inventory at 
cost so that the cost can be compared (matched) against 
selling price (revenue) to measure profit. 



Practical Comptrollership , Naval Postgraduate School, 
Monterey, California 

department of the Navy, Navy Comptroller Manual. Volume 8 , 
Chapter 5, pp . 1-6, Dec 1991 
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In the stock fund, profit measurement is not a central 
goal . Prices are set not by a market but by the judgement 
process (including the factors mentioned above) . And valuing 
inventory at these standard prices adequately serves the need 
to a) control the inventory physically and b) value transfers 
of inventory from one agency to another. Cost flow 
assumptions such as LIFO and FIFO become unnecessary since all 
inventory is valued at the same standard price and profit 
measurement is not a goal . 

5 . CONCLUSION 

In summary, Navy stock points perpetually inventory 
all materials and supplies so that they know "how many" of an 
item are on the shelf at a given time. For financial 
inventory accounting purposes, they value their inventory 
items at the standard price in effect at that given time. 
Inventory accounting tracks and reports the monetary value of 
materials and supplies on a "snapshot" basis and prices are 
adjusted to ensure no profit or loss occurs within the 
appropriation DBOF (supply) . Cost Flow assumptions are not 
relevant because DoD does a valuation of prices, not cost. 
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APPENDIX C 



A. PRESENT VALUE 

1 . DEFINITION 

In accounting, present value techniques are used to 
determine what tomorrow's dollar is worth today, at some known 
discount rate. The use of the net present value method is a 
means of determining whether or not a capital investment 
decision should be made. To calculate the net present value, 
the present value of all cash outflows is subtracted from the 
present value of all cash inflows. 

Net Present Value = Cash Outflows - Cash Inflows 

2 . PURPOSE 

The net present value method is utilized in Navy 
accounting for capital investment budgeting decisions. There 
are scarce resources available for capital investments, 
therefore the determination of efficiency and effectiveness is 
essential. The use of "Economic Analysis and Program 
Evaluation" techniques are utilized in the capital investment 
budgeting decisions. 1 We will look at the net present value 

1 SECNAVINST 7000. 14A, 14Mar73, Subject: Economic Analysis and 
Program Evaluation for Resource Management 
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method as it relates to these government long-term capital 
budgeting decisions. 

3 . PROPERTY CLASSIFICATIONS 

When we speak of long-term, it is the same as long- 
term in basic accounting, more than one year. The major area 
in which government long-term capital budgeting decisions are 
utilized is Plant Property acquisitions. Plant Property is 
generally defined as having a useful life of more than two 
years. There are four classifications of Plant Property: 

1. Real Property, 

a. Plant Property Class I: Land 

b. Plant Property Class II: Buildings, structures, 
utilities 

2. Personal Property (Capital Equipment) 

a. Plant Property Class III: Equipment other than 
Industrial Plant Equipment (IPE) 

b. Plant Property Class IV: Industrial Plant Equipment 

4 . GUIDANCE 

The concepts of economic analysis and program 
evaluation constitute an integral part of the Planning, 
Programming, and Budgeting System (PPBS) of DoD . 2 

An economic analysis is required for proposals which 
involve a choice or trade-off between two or more options even 
when one of the options is to maintain the status quo or to do 
nothing. SECNAVINST 7000. 14A provides the Navy guidance for 
conducting an economic analysis. Economic analysis's are 
applied as appropriate in making these relative comparisons or 

2 SECNAVINST 7000. 14A, 14MAR73 , Subject: Economic Analysis and 
Program Evaluation for Resource Management 
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trade-off s among alternatives- -considering cost , schedule, and 
performance. Closely tied to the analysis of the relative 
need of a project is the consideration of alternative ways to 
accomplish a project. 

A complete economic analysis\program evaluation is 
considered as one of the inputs required to make a proper 
decision concerning the use of DoD resources, not as the 
complete decision making process itself. 

SECNAVINST 7000. 14A outlines nine steps that are to be 
considered and contained in the Economic Analysis for decision 
making. They are: 

1. Objectives 

2 . Assumptions 

3 . Alternatives 

4 . Cost Analysis 

5. Benefit /Output Analysis 

6 . Ranking Alternatives 

7. Risk/Uncertainty Analysis 

8 . Constraints 

9. Sensitivity Analysis 

Most of the nine steps listed above are somewhat self 
explanatory, however, item four, the Cost Analysis step, 
because of it's relevance here, deserves more explanation. 

To perform a cost analysis as outlined in SECNAVINST 
7000. 14A, the analysts needs to: 1) identify all costs 

associated with alternatives, grouping those costs into 
specified categories, 2) specify the periods associated with 
each cost and 3) discount the costs to determine a net present 
value. Details concerning these steps are contained in the 
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instruction, but the discounting procedure is a direct 
application and extension of present value techniques. 

5. PRESENT VALUE 

It is likely that cash-flows will be different for 

each year of the economic life of the investment. For 

example, start-up costs may be large whereas operating costs 
may be small during the first year or two and increase during 
the middle and later years of a project. Recognition of the 
timing of cash-flows and restating both the differential 

investment and recurring costs of the alternatives to their 
present value is important and accomplished through 
discounting. After estimates of cash-flows have been 

developed for each alternative, the present value 
(discounting) technique is used to discount costs and 
benefits . 3 

Implicit in the net present value approach is the idea 
that interest is a cost which is related to all. Government 
expenditures. The policy of considering interest as a cost is 
based on the premise that no public investment should be 
undertaken without explicitly considering the alternative use 
of the funds which it absorbs or displaces . 

One way for DoD to assure this is to adopt a discount 
rate policy which reflects private sector investment 



3 SECNAVINST 7000. 14A, 14MAR73 , Subject: Economic Analysis and 
Program Evaluation for Resource Management 



22 



opportunities foregone. A discount rate of ten percent is 
required by SECNAVINST 7000. 14A and represents an estimate of 
the average rate of return on private investment before 
corporate taxes and after adjusting for inflation. 4 

6 . CONCLUSION 

The aim of the evaluation process described by 
SECNAVINST 7000. 14A is to detemine the Net Present Value of a 
capital budget decision. Is it a more economical investment 
for the future to continue with the status quo, or to make a 
capital investment? Such questions must be answered by 
comparing current investment in assets with future cost 
savings. The time value of money as reflected in present 
value calculations is central to the answer. 



4 SECNAVINST 7000. 14A, 14MAR73, Subject: Economic Analysis and 
Program Evaluation for Resource Management 
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APPENDIX D 



A. TIMING ISSUES 

1. ACCRUAL ACCOUNTING VS. OBLIGATIONAL ACCOUNTING 

In Accrual Accounting, revenue is recorded when it is 
earned. There may be a difference between the time when 
revenue is earned (and recognized in the accounting records) 
and when it is collected in cash. The cash may flow in before 
or after the revenue is recognized as earned. The same is true 
of expenses, they may also be recognized before or after a 
corresponding cash out-flow has taken place. By reporting 
revenues when earned and expenses when incurred, accrual 
Accounting serves its purpose of measuring period income well. 

DoD, being a non-profit governmental entity, has no 
need to measure income. Its accounting system is designed 
instead to assist in controlling the expenditure of funds, 
hence the system is designed to track different stages in the 
funding/expenditure cycle. In short, instead of accrual 
accounting to measure profit, DoD uses obligational accounting 
to track funds. Within this system the timing of 

appropriations, obligations, and expenditures is of concern. 

2. APPROPRIATION CLASSES 

By definition, an appropriation is a statute that 
provides budget authority for Federal agencies to incur 
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obligations and to make payments out of the treasury for 
specified purposes. 

Some of the various categories of the Department of 
the Navy (DoN) appropriations include: 



1. Operations and Maintenance Navy (0&M,N) 

- Finances the cost ~>f on-going operations. 



2. Military Personnel, Navy (MPN) 

- Finances the cost of active duty Navy personnel. 

3. Procurement, Marine Corps (PMC) 

- Finances the cost of Marine Corps ammunition, 
tracked combat vehicles, weapons, guided 
missiles, communication/electrical equipment, 
support vehicles, engineer equipment, and other 
equipment for Marine general purpose forces . 

4 . Other Procurement Navy (OPN) 

- Finances the procurement, production and 
modernization of equipment not otherwise provided 
for. 

5. Shipbuilding and Conversion Navy (SCN) 

- Provides for the construction of new ships and 
the conversion of existing ships. 

6. Military Construction, Navy (MCON) 

- Provides installation and facilities for DoN. 

7. Research, Development, Test and Evaluation, Navy 

(RDT&E , N) 

- Finances the cost of the scientific research, 
development, test and evaluation of new and 
improved weapons systems and related equipment 
for both the Navy and Marine Corps . 



Appropriations can be categorized in at least three 
different ways: 
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1. As to purpose (either expense or investment) 

2. As to duration (annual or multiple years) 

3. As to level of funding (either incremental or full) 

The expense-type appropriations finance the cost of 
ongoing operations, and within DoN, are normally broken down 
into two main subcategories of Operations & Maintenance, Navy 
(O&M , N) and Military Personnel Navy (MPN) . The investment- 
type appropriations are used for investment as opposed to 
ongoing operations and the two main areas are procurement and 
military construction. 

3. OBLIGATIONAL AVAILABILITY PERIODS 

An obligational availability period is the period of 
time during which one may legally encumber a specified sum of 
money which will require an expenditure in the future. 
Appropriations have specific obligational availability periods 
or duration which can be grouped as either annual, multiple 
year, or cont inuing/no year. Annual/one year appropriations 
are available for incurring obligations only during the fiscal 
year specified in the Appropriation Act (e.g., 0&M,N) . 

Multiple year appropriations are available for incurring 
obligations for a definite period in excess of one fiscal year 
(e.g., OPN) . Continuing/no year appropriations are available 
for incurring obligations for an indefinite period of time 
(e.g., DBOF, revolving funds) . Other appropriations, such as 
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Shipbuilding and Conversion (SCN) , have an obligational 
availability of five years. 1 Obligational availability 



periods for DoN appropriations are as follows: 

1. Military Personnel, Navy (MPN) 1 year 

2. Operation and Maintenance, Navy (0&M,N) 1 year 

3. Research, Development, Test & Eval (RDT&E) 2 years 

4. Procurement, Marine Corps (PMC) 3 years 

5. Other Procurement, Navy (OPN) 3 years 

6. Shipbuilding and Conversion, Navy (SCN) 5 years 

7. Military Construction, Navy (MCON) 5 years 



4. FUNDING LEVELS 

Allotments are the method by which funding (budgeted 
money) is passed from higher echelons to project and inventory 
managers where it is actually spent. 2 

The terms fully and incrementally funded are related 
to obligational availability periods. In the case of 0&M,N, 
MPN, and RDT&E the funding is provided incrementally, with 
each year's appropriation, normally one year. In the case of 
PMC, OPN, SCN, and MCON the funds are made available in one 
fiscal year, but can be obligated for the entire life of a 



■‘Department of the Navy, Naval Comptroller Manual Volume 7 . 
Chapter 4, pp 2-3. 

department of the Navy, Naval Comptroller Manual Volume 7 . 
Chapter 5, pp 131-132 
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project, even though the project may take multiple years to 
complete . 

Another way of stating this is to say that full 
funding generally pertains to multiyear activities, such as 
the construction of Navy ships, whether or not all of the 
funds are obligated in the first year. It differs from 
incremental funding under which budgetary resources are 
provided annually only for the amount expected to be obligated 
during the year. 3 

The relationships between appropriations categories, 
obligation classes, duration and level of funding are 
summarized in figure 1. 

5. EXPENDITURE AVAILABILITY PERIOD 

Expenditures are made to satisfy obligations. (Or in 
other words, payments are made to satisfy existing 
liabilities.) Expenditures may occur to satisfy obligations 
during the obligational availability period. But obligations 
may be outstanding at the end of an obligational availability 
period. Upon the completion of obligational availability 
period (1-5 years, depending on the appropriation) an 
expenditure availability period begins. The expenditure 
availability period is the period during which the 
satisfaction of outstanding obligations takes place. This 



3 A Glossary of Terms Used in the Federal Budget Process , 
United States General Accounting Office, Revised January 1993 
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Figure 1 Appropriation Timing 



period lasts five years (for all appropriations) , during which 
time detailed accounting records must be maintained and no new 
obligations may be created. 

6 . CONCLUSION 

In this essay we discussed several elements of DoD's 
Obligational Accounting. We described some of the 
appropriation classes, discussing how they may be categorized, 
followed by the explanations of obligational and expenditure 
availability periods. 
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APPENDIX E 



A. ASSETS VALUATION AND WRITE OFFS 

1 . INTRODUCTION 

All assets owned by the Department of Defense (DoD) , 
including material in transit and material held by private 
contractors or other Federal Government agencies are grouped 
into one of five (5) major categories. The five categories of 
assets controlled by DoD are: 

1 . Receivables 

2 . Property 

3 . Cash Resources 

4 . Foreign Currencies 

5 . Advances and Prepayments 1 

2 . DEFINITION 

This essay will concentrate upon the first two 
categories of assets. 

The first major category of DoD assets. Receivables, 
involves amounts due to the Federal Government. Separate 
accounts for major categories of receivables are maintained 
and most DoD receivables are considered current or short term. 
Specific procedures for handling uncollectible accounts 

department of the Navy, Naval Comptroller Manual Volume 1 , 
NAVSO P-1000, July 1983, pp al-a7. 
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receivable exist, appropriate estimates are made and disclosed 
in footnotes to activity financial reports. 2 

DoD Property is the second major category of assets. 
Encompassing plant property from class I (land) , class II 
(buildings, structures, and utilities) , class III (equipment, 
non-IPE), class IV (industrial plant), ships and aircraft, as 
well as inventories of materials, and supplies, this category 
is easily the largest and most complex. 3 

DoD assets in each cf thes categories may be written 
off, written down, or disposed of in the course of transacted 
events. No assets will undergo such action without proper 
authorization, regardless of the asset category. 4 

3 . RECEIVABLES 

For receivables, each command maintains the records of 
receivable accounts on a Voucher For Disbursement and/or 
Collection (NAVCOMPT Form 2277) . This form is prepared 
locally and processed by the Navy Regional Finance Center or 
the Navy Finance Center responsible for the local command. 
Each command maintains a Funded Accounts Receivable Ledger 
(NAVCOMPT Form 2028) and an Unfunded Accounts Receivable 
Ledger (NAVCOMPT Form 2026) . 



2 Naval Comptroller Manual Vol 1, pp al-a7 

3 Naval Comptroller Manual Vol 1, pp al-a7 

4 Naval Comptroller Manual Vol 1, pp al-a7 
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